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THE STOCK MARKET AND SOCIAL SECURITY:
THE RISKS AND THE REWARDS

WEDNESDAY, APRIL 22, 1998

U.S. SENATE,
SPECIAL COMMITTEE ON AGING,
Washington, DC.

The committee met, pursuant to notice, at 1:08 p.m., in room
SD-628, Dirksen Senate Office Building, Hon. Charles Grassley,
(chairman of the committee), presiding.

Present: Senators Grassley, Hagel, Breaux, Wyden, and Reed.

OPENING STATEMENT OF SENATOR CHARLES GRASSLEY,
CHAIRMAN

The CHAIRMAN. I would call the hearing to order and say good
afternoon to everybody, particularly to our witnesses that have to
work so hard to make their presentations, but also to everybody
who is interested in this very important subject that affects, even-
tually, everybody in the country, because everybody is involved
with the Social gecurity program. I thank you all for coming and
showing your interest.

In recent weeks, Social Security reform has come to the forefront
of discussion and debate in this country. Who would have predicted
one year ago that President Clinton and other Congressional lead-
ers would meet in Kansas City like they did a couple weeks ago
to help educate Americans about the problems facing Social Secu-
rity? I think we have come a long way, and I would like to applaud
the President for his efforts to bring this debate to the level of na-
tional prominence which it requires and take some of the political
sensitivity out of the issue.

The focus of today’s hearing will highlight what I believe is one
of the most difficult policy issues that we will confront in the de-
bate over Social Security reform, and that is the issue of what role
the stock market should have in the Social Security program. This
is no longer considered a radical idea. As more and more proposals
enter the arena, we can identify a common thread—utilizing this
country’s efficient capital market to help fund public retirement
programs.

This debate is almost like trying to find a recipe for stew. There
are many different kinds of stew, yet each recipe has pretty similar
ingredients. Choosing the right recipe usually comes down to what
ingredients you have on hand and what your taste buds are telling
you.

(8))]
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Whether or not stock market investing is a good idea is no longer
a non-starter. Now the questions are who should invest, the gov-
ernment or the individu:ﬁ, how much should be invested, and is it
feasible from a cost-effective standpoint.

This question of feasibility is very important. This hearing will
begin to answer some of these questions. However, a 2-hour hear-
ing is not the right environment to explore the technical questions
of what various agencies and the private sector would need to do
to implement and administer a system of individual accounts.

I plan to convene a study group of public and private partici-
pants that would assess how individual accounts could be imple-
mented at a reasonable cost. We are just 8 months away from the
President’s proposed White House Conference on Social Security.
Once we start moving legislation, I hope the findings of this study
group would cut down on the laundry list of issues that we are
going to need to work through to achieve a consensus. ,

Investing trust fund revenue in a stock market is a move toward
prefunding some of the retirement income promises that we have
made to the country’s retired workers, disabled workers, and their
dependents and survivors. This afternoon’s hearing will shed some
light on the risks and the rewards of investing trust fund revenues
in the stock market.

We are fortunate to have with us today two panels of experts
who will explain different approaches to investing trust fund
money in the stock market and the effects that investing will have
on individuals, on the markets, and on savings.

Today, this committee is releasing a report prepared by the Gen-
eral Accounting Office which will help us sort through some of
these issues. I believe the report does an excellent job of explaining
the implications of government stock investing and many of the re-
port’s findings can be applied to the approach of individual invest-
ment accounts, as well.

We also have two economists on the panel who will discuss their
views on how best to approach the issue of stock investing. Our
second panel consists of three individuals who bring to the table
unique perspectives on the feasibility of using the stock market to
provide workers with some portion of their retirement income.

While stock market investing could play an important role in re-
storing confidence in the Social Security program, it is not a pana-
cea. The demographic factors that have compelled us to take action
on Social Security will be with us for a very long time. The rami-
fications for the workplace and the delivery of health care are just
the beginning. The policy that we construct could help make it
easier down the road to provide basic health and income guaran-
tees for workers. If we ignore the demographic changes driving this
reform effort and focus only on getting a good rate of return, the
consequences could be disastrous. :

[The prepared statement of Senator Grassley follows:]

PREPARED STATEMENT OF SENATOR CHARLES E. GRASSLEY, CHAIRMAN

Good afternoon. I call this hearing to order. In recent weeks Social Security re-
form has come to the forefront of discussion and debate in this country. Three weeks
ago, President Clinton held the first of four national “town meetings” on Social Se-
curity reform in Kansas City. I want to applaud the President for his efforts to bring
this debate to the level of national prominence which it requires. I also want to ap-
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?laud the policymakers who have put forth proposals which provide a starting point
or the national debate.

These proposals each entail similar components of reform: Raising the retirement
age, extending the years of work used to calculate benefits, adjusting cost of living
increases, and using the stock market as an investment vehicle to bring more money
into the system.

. I like to compare it to a group of bakers who have been charged with baking a
chocolate cake. Each baker has a different cake recipe with altering.amounts of
similar ingredients. All of the recipes have certain ingredients in common—ingredi-
ents fundamental to baking a cafz. Similarly, almost all of the reform proposals
which have been put forth by policymakers, academics and legislators have elements
in common. One of the most hotly debated elements that almost all the Social Secu-
rity reform proposals have in common is the idea of investing all or part of the So-
cial Security trust fund revenue in private markets. The focus of today’s hearing is
that very topic—the implications of investing trust fund money in the stock market.

Before we go any further I think it is worthwhile to explain the role of the trust
funds. There has {een a lot of misinformation and just plain ignorance over the
years. Often by lawmakers—the very people charged with explaining the system to
the American public—about how the trust funds work. That 1s unfortunate because
it is difficult to honestly debate reform proposals when there is misinformation
clouding the issue.

The Social Security trust funds are an accounting device used by the government
in order to keep track of the money going in and the money coming out. Current
workers pay taxes which fund the benefits of current beneficiaries. The system has
always worked this way. This was not a problem in the early years of the program
when the system was paying out in benefits what it took in in revenues. Ei?'ack in
the 1980’s, this has changed. While still more or less pay as you go, we have a cash
surplus in our unified budget, thanks to Social Security. This motivated my col-
league Senator Moynihan to propose a payroll tax cut, to return the program to en-
tirely pay-as-you-go.

But the pay-as-you-go scheme is being put into question. The idea of investing
trust fund revenue in the stock market i1s a move toward pre-funding some of the
retirement income promises we have made to the country’s retired workers and
those who are working age but are unable to work.

This afternoon’s hearing will shed some light on the risks and the rewards of in-
vesting trust fund revenues in the stock market. We will focus on two approaches—
letting the government invest in the market, or allowing workers to invest a portion
of their payroll tax in an individually-owned account

We arc fortunate to have with us today two panels of experts who will explain

different approaches to investing trust fund money in the stock market and the ef-

fects trust 1}1)md investing will have on individuals, the economy, and national sav-

ings.

ﬁ'here are a lot of questions that need to be addressed before we can begin invest-
ing trust fund monies in instruments other than special nonmarketable government
bonds. Will there be individual accounts or will the pot of money be invested as a
whole? How much individual control and how many investment options should be
available? Should investments be restricted to domestic bond and stock markets or
should there be investment options in foreign bond and stock markets as well?
There are advantages and disagvantages to each of these approaches.

To help us sort through these questions, we asked the General Accounting Office -
to testify. The GAO and the Aging Committee are releasing a report today that ana-
lyzes the implications of allowing a change in trust fund investment pol‘i}f,y from spe-
cial Treasury securities to permitting investment in the stock market. We have two
economists also on the panel who will discuss their views on how best to approach
the issue of stock investing.

The second panel consists of three individuals who bring to the table unique per-
spectives on the feasibility of using the stock market to provide workers with some
portion of their retirement income.

The CHAIRMAN. I would now like to ask my colleagues to start,
and I am going to start with Senator Breaux.
STATEMENT OF SENATOR JOHN BREAUX

Senator BREAUX. Thank you very much, Mr. Chairman, for once
again having a hearing which I think is incredibly important to all
Americans, not just Americans who find themselves in the category
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of senior citizens, but also for their children, their grandchildren,
and also for future generations.

We are in a period where the stock market is high and the Social
Security trust fund is low. But to merely talk about even combining
the two scares most Americans to death. I think that the hearing
today is very important towards helping to educate people about
some of the problems we have, and also some of the solutions that
might be considered to solve those problems.

This hearing is also an effort to move beyond defining what the
problem is into a substantive debate towards finding what the solu-
tions to those problems truly are. Everybody knows what the prob-
lem is. There is no magic in defining it anymore. The changing face
of America has produced the ingredients that have produced the
problem—smaller families, fewer workers, higher benefits, longer
life spans. Many of those things are very good for society, but also
create potential problems for retirees.

There are 77 million baby boomers waiting to become retirees,
beginning in the year 2010. Many of those baby boomers believe
more in UFO’s than they believe in the fact that Social Security
will be there when they are ready to retire. I feel very strongly that
we have made some steps towards improving the situation, but
these steps are not sufficient.

The question is no longer whether real entitlement reform will
come about, but rather when will it happen and how it will happen.
The current financial problems facing the Social Security system,
as I said, are not new. We do not need to spend months and
months debating on how to simply restore solvency. If we only
want to balance the books, we can rely on the same traditional
fixes. However, I think that we owe it to future generations to do
much more than that.

I spent the entire last year looking at some of these Social Secu-
rity issues as part of the National Commission on Retirement Pol- -
icy, which I am proud to co-chair. I have become convinced that we
can and that we must do better than simply reduce benefits or sim-
ply raise taxes or simply increase Federal borrowing and call it a
solution. If the only thing we do is that, we will only see the value
of Social Security to the average American retiree continue to de-
cline.

Future generations should feel confident that Social Security will
not only be there for them, but that it is also a worthy investment
for them. We need to offer individuals more control, to offer them
more choices and an opportunity for a better rate of return. We
need, I think, to rethink what we want our public retirement sys-
tem to look like in the 21st century.

Mr. Chairman, that is what this hearing will help us to do. As
we look to additional sources of revenues to help strengthen Social
Security, we must also look to higher rates of return from market
investments. This hearing, I think, will help us find out how to
make this happen, and I thank all of our witnesses who have
agreed to be with us today.

[The prepared statement of Senator Breaux follows:]



PREPARED STATEMENT OF SENATOR JOHN BREAUX

For generations, Social Security has provided a pillar of support for many millions
of Americans. It has come to represent how a social contract between citizens and
their government can and should work.

But despite its great success over the last six decades, there are also profound
concerns about its future. Many questions about the “security” of Social Security
have come about due to a growing awareness of demographic trends in our society.
As “baby-boomers”—those 77 million Americans born between 1946 and 1964—
begin to retire, there will be fewer workers contributing into the system in compari-
son to those retiring and drawing Social Security benefits. In 1950, there were 16
workers paying for every one Sacial Security beneficiary. In 2030, there will be only
two workers paying for every beneficiary.

In 1950, when people reached 65, they were expected to live only about 13 more
years. In 2030, they will be expected to f;ve another 19 years. It is good that people
are living longer. But we must begin dealing realistically with this demographic
shift in order to keep the “security” in the program.

I am currently working in conjunction with the NCRP on a Social Security mod-
ernization plan to take the program into the new millennium. We hope to have a
specific proposal by late May. Obviously, this is not 1935, the year Social Security
was signed into law. So, it isn't reasonable to think that as 2000 rapidly approaches,
we can operate the program the same way we did then.

Any attempt to restore Social Security’s solvency must begin with this premise:
the safety net that it provides to millions of Americans must be maintained. As we
struggle to pay for the demographic shifts in this country, however, we see that So-
cial Security is becoming a less attractive deal for many Americans. Workers who
retired in 1980 at age 65 took 2.8 years to recover their investment into Social Secu-
rity. Retirees in 2025 will take 26 years. This has resulted in decreased confidence
in the program.

As we look to Social Security reform, we must begin to think about how to in-
crease its value for average Americans. As now structured, we invest the trust fund
in government securities, where they yield approximately a 2.7 rate of return. With
the economy we have today, such a low return simply does not make sense. Over
the span of the 20th century, the stock market has yielded an average rate of return
of 7 percent and over the last 15 years, the rate of return has been 15 percent. This
is not to say that everyone should take all of their Social Security money and invest
it freely in the stock market. This is only to say it is time to explore giving individ-
uals more choice, more control, and an opportunity for a better rate of return. But
this is only possible if it is in a structured and safe way.

For example, individuals could be given the opportunity to invest a small portion
of their current payroll tax of 6.2 percent. The model of investment could be based
on the Thrift Savings Plan (TSP) offered to Federal employees. All Federal employ-
ees have the option of putting funds into a high-risk account (stocks), a moderate-
risk account (bonds), or a low-risk account (government securities). The rates of re-
turn for the three funds respectively from 1988-1996, was 16 percent, 8 percent and
7 percent. Federal employees can place all their TSP funds into a single account or
divilde it among all three, based on their individual needs and long-term financial
goals.

Again, we are only beginning what I hope will be a national debate on this critical
issue. But the debate must go well beyond just getting the books to balance—it must
involve the larger issue of what we want our nation’s public retirement system to
look like in the 21st Century.

I applaud the President and Congress for putting the issue of Social Security mod-
ernization at the top of the national agenda this year. And I thank our chairman,
Senator Grassley, for calling this hearing and all our witnesses for being here. The
time to take action is now, while the economy is stronger than it’s ever been in his-
tory and before there is an immediate or impending crisis. I hope Americans of all
generations will join in the debate over Social Security and help us reach the con-
sensus we will need to make fundamental changes.

While there is no immediate crisis threatening Social Security, acting sooner rath-
er than later is vital if we want to avoid disaster 31 years down the road. And what
a wonderful example our actions today would be for demonstrating to the American
people that political leaders can indeed be bold, strategic, and far-reaching in their
approach to governing and in doing what is right for the country.

The CHAIRMAN. The Senator from Nebraska.




6

STATEMENT OF SENATOR CHUCK HAGEL

Senator HAGEL. Mr. Chairman, thank you. I, too, wish to com-
mend your leadership. I think what you and Senator Breaux, Sen-
ator Kerrey, and others have done to enlighten our public on this
issue is critically important and I would submit a statement for the
record, Mr. Chairman.

I would also say that as we debate this restructuring of our enti-
tlement programs to prepare our nation for the next century, we
should not be locked into pedestrian thinking. We should not?)le in-
timidated by the magnitude of the task before us. But we should,
as we are, explore bold solutions, and I think what you are doing
a}?d under the leadership of Senator Breaux and others, we will get
there.

Thank you for an opportunity, and I will submit a statement for
the recorti', Mr. Chairman.

[The prepared statement of Senator Hagel follows:]

PREPARED STATEMENT OF SENATOR CHUCK HAGEL

. Good afternoon, Mr. Chairman. Thank you for calling this timely and important
earing.
The gdebat,e over what to do with America’s entitlement programs is one of the
most vital that our nation faces. There is no one in America, or in this room, that
will not be touched by this debate and its ultimate decisions. And the voices of our
next generations are perhaps the most critical in this debate. The decisions America
makes on these issues will profoundly affect their future.

This is a spectacular opportunity. Not since many of our government programs
were created E‘;ve we had a chance to look at them in total and ask some very basic

uestions. What do we want these programs to do for us and at what cost? What
should be the role of government in these programs?

Social Security is the laxgest single program in the Federal government. In 1998,
the Congressional Budget Office estimates that the Social Security Trust Fund will
pay out 381 billion in benefits. But this debate is not just about dollars, it’s about

eople.
P 'Iﬁis discussion is not about finding solutions for the short-term. It’s about finding
long-term solutions. We all want the same thing—to keep our Social Security strong
and secure.

What are the facts facing Social Security? Today, 34 million Americans are over
the age of 65. Looking ahead to the year 2020, an estimated 53.2 million Americans
will be over 65 and in the year 2030, the number is projected to reach 69.4 million
Americans. How do these figures affect the Social Security system? The number of
retired people drawing Social Security benefits is expected to double over the next
three decades, from almost 44 million today to over 81 million by 2030.

In contrast, the number of workers whose taxes finance Social Security benefits
is projected to grow by only 15 percent. In 1950, there were 16 workers paying into
the system for each retiree drawing from it. Today, that ratio is about 3-to-1 and
early in the next century it will be 2-to-1.

If we do not restructure the Social Security system, by 2029 it will be unable to

ay the same retirement benefits being paid out to our seniors today. That sounds
rike a long way off, but it's only 31 years.

So what do we do? If we sit around and wait for this to become a crisis, we’ll have
two options—raise taxes or cut benefits. We could take more out of the paychecks
of hard-working Americans or pay less in benefits to those who rely on Social Secu-
rity. Both are unacceptable. We can do better.

go where does that leave us? With a world of options and opportunities, we've
started the debate. Everything is possible. We have to be willing to be creative. We
must not allow ourselves to be locked into examining limited options. We must ex-
plore bold solutions. We must not be intimidated by the magnitude of the task.

As we look at possible ways to restructure SociaYSccurity, we must remember the
original intent ofP the program when it was created in the 1930’s. Social Security was
never meant to be the sole source of retirement income. It was created to guarantee
a basic level of income to retirees, a supplement to what they had saved. .

It was—and still is—the personal responsibility of Americans to save for their re-
tirement. It’s not the government responsibility to provide for your retirement. Over



the years we've drifted from the original intent of Social Security and allowed it to
become—and be expected to become—the sole means of supporting the retirement
of many Americans. However we choose to restructure Social Security we need to
get back to the idea of personal responsibility. We need to create a system that en-
courages and incentivizes people to save, and to build their own personal wealth for
their retirement. After all, whose taxes are we taking to pay for this pay-as-you go
program? It’s the workers’, the people’s, money, not the government’s!

Changing a system, however, is more difficult and complicated than establishing
a new one.

The benefits of a new system must be clearly defined for the public. If the Amer-
ican people don’t believe a restructured Social Security system will be better for
them and for their children, they won’t support making changes. Americans will
need to understand that they will have more money, and more independence, if
they’re given the opportunity to take part of their payroll taxes and invest them for
themselves.

Not only is it important for Americans to see the potential for more security and
more money for their retirement, they also need to be assured that they won't lose
their money. When most people talk about giving individuals the opportunity to in-
vest their own money, they're not talking about wild-eyed schemes or risky fly-by-
night investments. They’re talking about conservative, solid investments, ones that
would produce real income when invested over time.

For those currently on the system, their benefits must be guaranteed. I'm not
talking about making changes for those currently on or soon to come on Social Secu-
rity, I'm talking about changes for the future.

We can create a system that still provides a safety net for those most vulnerable
in our society, and offers younger workers the opportunity to save for the future and
create wealth for their retirement years.

Personal retirement accounts would harness the power of private markets and
compound interest, giving individuals ownership of their retirement savings. Ameri-
cans want more power, more choice, more responsibility in deciding their own future
and economic well-being. It’s their money!

We have a unique opportunity to change course. We can restructure Social Secu-
rity in a way that will give individuals an opportunity to invest in their own future,
and get more money in return . . . and give the American people less government,
less governments, interference, more personal freedom, more retirement income and
an opportunity to build wealth and more personal security.

We all have a stake in how this works out. These are great challenges, but with
great challenges come splendid opportunities. I look forward to hearing this after-
noon’s testimony on some of these opportunities relating to investment in private
markets.

How we engage the challenges before us will determine the future of our nation.
Failure is not an option. Strong, dynamic, imaginative leadership will be required.
We are up to the task.

Thank you, Mr. Chairman.

The CHAIRMAN. I am just about ready to introduce our first
panel, but I want to recognize Congressman Nick Smith from
Michigan who is with us at the end of the dias here. He has sub-
mitted a statement that I am going to include in the record, and
a summary of a bill that he introduced in the 104th Congress, re-
introduced last year as H.R. 3082, and is characterized as the only
House bill that has been scored by the Social Security Administra-
tion as restoring the solvency of the system. I will be communicat-
ing with Congressman Smith in the near future about appearing
at a future hearing which focuses more on the philosophy of invest-
ing the trust funds.

Mr. SMITH. Thank you, Mr. Chairman.

The CHAIRMAN. You can stay with us as long as you feel com-
fortable—well, you should feel comfortable here all the time. You
can stay as long as you have time to stay.

Mr. SMITH. I want to learn how, Mr. Chairman. [Laughter.]
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The Future of Social Security for this Generation and the Next

Social Security is in financial trouble. In a recent poll, 34% of the people
responding say Social Security should be Washington’s top policy priority and 51% say it
should have high priority. Almost everyone agrees dramatic steps must be taken to assure
Social Security’s solvency. Social Security can meet its cash flow requirements today, but
will run growing cash flow deficits beginning in 2012. Government economists estimate
that Social Security needs $4 trillion more than it will collect in order to pay expected
retirement benefits. '

. Social Security is not a good deal for anybody that has not retired. The Social
Security Administration’s own projections show that beneficiaries born in 1940 and later



have a negative rate of return on their contributions if the current system is not changed (see
attached chart). Baby boomers bom in 1965 will receive almost $40,000 less than the value
of their payroll taxes. Men and women retiring in the 21st century will receive thousands of
dollars less than they might have received if their contributions had been invested in stocks,
bonds, bank certificates of deposits. Through its ups and downs from the 1920s to the
1990s, the stock market has yielded an average return of 9 percent. We must reform
Social Security -- making it a good deal for all Americans.

Social Security reform must guarantee a fair return for workers and continue
equitable retiree benefits. Most Americans who are retired depend on Social Security for
a major part of their retirement income. Today, fully 80 percent of Americans depend on
Social Security for at least 50 percent of their retirement income. Without Social Security
reform, the financial future of America's seniors is in jeopardy.

In 1935, the Social Security Act was enacted to provide a government guarantee
against poverty. Unfortunately, many people believe that Social Security is backed by a
trust fund filled with the surpluses from years of Social Security tax payments. The trust
fund is filled with government IOUs. Social Security was designed as a pay-as-you-go
system where current workers pay taxes to fund current retirees’ benefits.

Changing demographics threaten the solvency of the pay-as-you-go system. In 1950,
there were 17 workers paying taxes to support the system for each retiree. Today there are
only three workers per retiree, and by 2029 this ratio will drop to 2:1. This change was
been caused by a combination of longer life spans and lower retirement ages. In 1935 the
retirement age for Social Security was 65 and life expectancy was 63. Today, the early
retirement age is 62 and life expectancy is 76.

To make up for this falling ratio of tax paying workers to retirees, Congress has
continually raised taxes. In 1950 only 3 percent of a worker's first $3,000 in eamings was
taxed. Today we tax 12.4% of a worker's first $68,400 in eamings. Social Security taxes
Have been raised 37 times since 1970. My Social Security bill stops the federal
government from future raids on surplus money coming into the trust fund.

The Social Security "fix" can only be accomplished in three ways--
4 increase revenues by improving the rate of return on contributions

> reduce benefits
> increase revenues by raising taxes

Congressman Nick Smith
Testimony for the Senate Special Committee on Aging, 4/22/98 Page 2
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My Social Security Solvency Act emphasizes the first option by creating worker-
owned accounts and using a combination of many small changes to achieve fiscal solvency
for Social Security over at least the next 75 years. My bill is the only legislation that has
been introduced in the House that is certified by the Social Security Administration's
actuaries as keeping Social Security solvent,

I have ruled out tax increases, additional debt, and changes in benefits for essentially
all current retirees or those over 57. My Social Security Solvency Act slows the increase in
benefits for higher income seniors and allows individual workers to invest some of their tax
dollars in their own personal retirement savings accounts (PRSAs). Workers would be able
to save, in their own personal accounts, 2.5% initially, rising to 10%, from their 12.4%
percent FICA tax. Workers could choose to invest up to 10% more of gross wages into
their personal retirement savings account. Private investment choices will be limited to
conservative alternatives, similar to the restrictions for IRAs. If a worker eams a rate of
return on his investments that matches the seventy-year average rate of return, he will get
back more from Social Security under my legislation than under the existing program.

It is necessary to begin reforming Social Security this year. We are running out of
time. By 2010, members of the huge baby-boom generation will start to retire and draw
benefits from the government's three biggest entitlement programs -- Social Security,
Medicare, and Medicaid. First, we must find retirement security altematives.

The Advisory Council on Social Security unanimously agreed that Social Security's
financial problems are manageable and that part of the solution is to invest in stocks and
bonds. These are compelling reasons to pilot test private investment options. I have
introduced the Social Security Solvency Pilot Program Act of 1998 (H.R. 3560) to help
determine how we build a reformed Social Security system that works for workers and
retirees, and can be administered easily and fairly.

Various state and local systems have set up retirement programs that return more than
Social Security. A study by economists at the Florida State University and Miami
University found that the state and local government employee systems -- covering 1.9
million workers -- pay retirement benefits of 2.5 to 7 times more than Social Security.

It is time to demonstrate that Americans can have retirement security options --
letting workers take greater contro! of their future.

Congressman Nick Smith .
Testimony for the Senate Special Commitiee on Aging, 4/22/98 Page3
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The Social Security Solvency Act of 1997
H.R. 3082

No Tax Increase

Establishes Personal Retirement Savings Accounts. Individual savings accounts
(PRSASs) will accumulate considerable sumns resulting in higher retirement benefits.
The surpluses coming into the trust fund allow private investments (PRSAs) to start at
2.5% of payroll and increase to 10.2% percent of payroll in the year 2070.

Social Security will have sufficient funds to honor all retirement benefit commitments
as it transitions from pay-as-you-go to private savings accounts

Gradually reduces the increase in benefits for high income retirees

Allows private investment account withdrawals at age 59-1/2

Increases retirement age two additional years over fifteen years, then indexes the
retirement age to life expectancy

Balances the Social Security System for the next 75 years .

Newly hired State and local government employees join Social Security

Couples receive a minimum of 133% of higher benefit, and widows/widowers receive
minimum 110% of married benefit payment

P

Social Security Solvency Pilot Program Act of 1998
H.R. 3560

Pilot demonstrations will

provide testing of the feasibility and popularity of worker-owned accounts; and .
reduce accrued liabilities of the Social Security trust fund.-

be implemented with no reduction in payroll tax receipts by Social Security
Administration;

require no new compliance measures for employers.

Congressman Nick Smith
Testimony for the Senate Special Committee on Aging, 4/22/98 Page 4
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The CHAIRMAN. I would also like to insert into the record a state-
ment from Senator Harry Reid of Nevada.

[The prepared statement of Senator Reid follows along with pre-
pared statements from Senators Burns, Enzi, and Shelby:]

PREPARED STATEMENT OF SENATOR HARRY REID

Good afternoon Mr. Chairman and distinguished panel of witnesses. As we engage
in dialog in the coming year about thé future of Social Security, we will hear muc
from citizens across the nation about the prospects of investinﬁ a portion of the So-
cial Security Trust Fund in the stock market or whether we should reform the pro-
gram to allow for the establishment of private accounts as a way to build retirement
security. I have held several forums in the State of Nevada and I can assure you,
these issues are of concern to my constituents.

Many today are singing the praises of the private accounts based on the perform-
ance of a strong stock market. Some amazingly even advocate full scale privatiza-
tion of Social Security. When markets are rforming so well, and setting records
almost daily, it is easy to engage in such cﬁgcussion. There have been times how-
ever, when markets were not so successful. We must remember that there was little
discussion on privatization during these periods. We must also remember that a
market that is up today is a market that could be down tomorrow. Let us not forget
the economic condition which existed when Social Security was enacted in the first
place. 1 believe we must be very careful before supporting any initiative which
places the retirement security of our citizens in a system with suc potential invest-
ment risk. I think we need to look very carefully before we leap into such territory.

Many in our society lack the financial experience to make such investments. y
father clearly was in no position to understand the intricacies of the market. Far
too many in this country make so little that the accumulation of any real wealth
from such proposals is questionable. If such a system were established, it is possible
that some may lose their retirement security should they make the wrong invest- -
ment choice. There will surely be political pressure to allow individuals to tap into
their funds for emergencies, education or housing. What happens then? Who will
provide for retirement security?

That is why I believe we must preserve and protect the current Social Security
program. It has a proven track record. We have a very successful program that for
63 years has provided a guaranteed source of retirement income for countless Amer-
icans. While it has made no one rich, it has provided a much needed base that has
contributed in bringing the nation’s poverty rate for seniors to around ten percent.
Potential investment risk has not been a factor that seniors have had to contend
with when counting on their Social Security check. Social Security is a'guarantee
seniors could depend on and one I believe we should protect as part of the overall
retirement security for older Americans. Let me be clear that I fully support private
savings initiatives and placing needed emphasis on the provision o!P pensions to
American workers as the other two essential elements for a secure retirement. I
must, however, caution that we not allow proponents of privatized individual ac-
counts to describe the Social Security program as an investment program and there-
by allow it to be judged as ineffective due to its poor investment performance. That
was not the program’s intent and to fault it for not delivering adequate returns is
a misrepresentation of the program’s purpose. What we shouli be discussing is the
tremendous success of this program and the critical role it plays in replacing income
lost due to death, disability or retirement. While vital for the income security of sen-
iors, Social Security also provides vital coverage for children and disabled workers.

Mr. Chairman, I am interested in hearian testimony about investing a portion of
the Social Security Trust Fund in the market. This is one proposal that came out
of the Social Security Advisory Council Report that I believe warranted further
study. I am pleased that you have included testimony on the merits of this proposal
in today’s hearing.

Let me close by again stating for the record that what we are really talking about
today is risk. Risk that proponents of individuals accounts would shift to the indi-
vidual. If we embark on a path which reforms the Social Security program by in-
vesting in the equity market, the real question becomes should this risk be assumed
by the government or should we enact policies that pass this risk on to the individ-
ual? I have said before that I am concerned that when it comes to retirement plan-
ning we are placing far too much on the backs of the American worker. Personal
savings are arready the individual responsibility of the employees as they must be;
many pension plans, for those lucky enough to gave them, are shifting from defined
benefit to defined contribution; and now many want to reform Social curity by es-
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tablishing personal accounts which claim to give the American worker a shot a real
wealth. I contend there is a point where we have shifted enough risk and respon-
sibility on the blacks of the employee and we should begin to recognize the true
value of our social insurance program and seek to enact reform which mends Social
Security and not support reform mitiatives that are aimed at ending it.

PREPARED STATEMENT OF SENATOR CONRAD BURNS

I want to thank Chairman Grassley for holding this important hearing on the fu-
ture of Social Security. The Committee on Agingias been leading the way in laying
the foundation for fundamental reforms that will secure Social curity for future
generations.

Today we will hear from some Social Security experts on the implications of in-
vesting Social Security trust funds in stocks. Byase on the written testimony I've
seen, tﬁle witnesses generally agree that some type of investment system is not only
feasible but could extend the solvency of Socia]ygcurity. They do acknowledge the
risks inherent in investing, but, with one exception, agree that the benefits out-

we‘}&h the costs.

orking Americans are pessimistic about receiving Social Security benefits when
they retire, and the younger they are the more pessimistic they are. Most Americans
are aware that the number of workers supporting each retiree is dropping rapidly:
from 3.3 today to 2.0 in 2030. Because current workers support current retirees
through the payroll tax, this increase in retirees means that, without changes, early
next century benefits will have to be cut, payroll taxes will have to go up, or both.
According to Social Security’s projections, around 2019 tax revenue will ge insuffi-
cient to pay benefits, and by 2029 all trust fund assets will be redeemed and the
ﬁfx_nd willpbe exhausted. At this point tax revenue will cover about 75 percent of ben-
efits.

In its testimony today the General Accounting Office will discuss its analysis of
government investment of Social Security funds. It did not look at individual jnvest-
ment accounts. The GAO states that the higher returns possible with stock invest-
ing would allow the trust fund to pay benefits longer. This is based on historical
stock growth, which is by no means assured. But it adds that stock investing "alone
is unlikely to solve Social Sccurity’s long-term financin problems. And GAO raises
several questions that need to be addressed, such as: How can the risk inherent in
stock investments best be countered? How will investment of what is today 39 per-
cent of all outstanding Treasury securities affect the stock market and the B?S.
economy? How to deal with the short-term loss of revenue as stocks are purchased
and held for the 10 to 15 year period for investment build-up?

These are just a few of the important questions that must be answered. But as
we look at investment options for Social Security, I want to point out something else
raised by GAO: in the third quarter of 1997, private pensions had 60 percent of
their assets, or 3.4 trillion, in stocks, earning considerabf;erevenue which would oth-
erwise have to be contributed by employees and employers. In fact, pension funds
own about a quarter of total U.S. stock holdings. So what we are talking about here
is not a new concept. Many Americans alreafy rely on stock investments for their
retirement. We should look to the private pensions for some guidance as we assess
the future of Social Security.

PREPARED STATEMENT OF SENATOR MICHAEL B. ENzI

Thank you, Mr., Chairman for holding this hearing to discuss the implications of
investing Social Security funds in the stock market. It is well known that the cur-
rent system is unsustainable and will be bankrupt in the year 2029, Therefore, it
is inevitable that reforms will be necessary to save Social Security and to ensure
that our children and grandchildren are not, as my predecessor Senator Al Simpson
used to say, “picking grit with the chickens.” Since Social Security is so important,
it is vital that all proposals, from modest tinkering with the current system to large-
scale overhauling, are evaluated in a careful, rational manner. This hearin will be
extremely helpful as we continue to debate the best way to reform Social curity
to save it from bankruptcy.

As we are all aware, the President’s Advisory Council on Social Security issued
a report last year on ways to solve the program’s long-range financing problems.
The Council was unable to reach a consensus on a particular approach, so the report
contains three different proposals. They range from relatively minor adjustments in
the current system to a major redesign that involves large-scale privatization. It is
important to note that all t{vee proposals recommend that a portion of the payroll
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tax revenues be invested in the stock market. It is apparent that the concept of in-
vesting Social Security funds in the stock market has been gaining acceptance as
a viable way of improving the long-term fiscal health of Social Security. I am very
pleased that the Chairman is further highlighting this concept through this hearing.

I do believe that allowing some form of private investment will necessary to
help shore up the Social Security program. In fact, I am an original cosponsor of
the “Strengthening Social Security Act of 1997,” which was introduced by my col-
league Senator Gregg. This bill would provide for the refund of one percent of the
current employee Social Security payroll tax to be placed into ﬂersonal investment
accounts. Individual employees could choose—like in an IRA—how to invest these
accounts via a menu oF options similar to the federal employees’ Thrift Savings
Plan. The change would be instituted in a manner that enables the youngest work-
ers to plan for tiis modification of the Social Security system while seniors currently
over 55 would not have their benefits affected at all. This is a modest reform pro-
posal that will give people a choice on how to invest their money for their retirement
needs without fundamentally altering the Social Security program.

In addition, I cosponsored another bill offered by Senator Gregg that would re-
quire the Commissioner of the Social Security Administration to sugmit specific leg-
islative recommendations that are deemed necessary to ensure the long-term so%-
vency of the program. This will put the Administration on the record as to what
legislation they would support for saving Social Security. Unfortunately, the Presi-
dent has been silent on tgxe subject of Social Security reform, except for his vague
demand that any budget surplus be set aside for Social Security until a reform plan
is developed. The President needs to suit up, get in the game, and take some hits,
rather than just standing on the sidelines yelling at the participants.

It is safe to say that whatever changes are made to the Social Security program
will not please everyone. Social Security reform is a divisive, emotional issue. It has
not been called the third rail of American politics for nothing. Fortunately, it has
become increasingly evident that Congress is willing to take the necessary risk of
evaluating the program and offering specific, substantive proposals to reform it. I
am hopeful that the Administration will get actively involved when the time comes
to enact legislative changes to Social Security and will not simply. criticize the var-
ious proposals put forth, as they have done in the current tobacco debate. It is ex-
tremely important that we worz together in a bipartisan manner in order to save
Social Security. :

Now is the best time to enact meaningful, long-term changes to our entitlement
programs. Qur economy is healthier than it has been in many, many years. We need -
fo use the increased revenues in the government coffers to prepare for the future, .
and not squander it on various new spending programs or pet projects. And we need
to act as soon as possible. The longer money stays in Washington without any direc-
tion, the more likely it will end up being directed toward another expensive federal.
spending program.

Once again, I thank the Chairman for holding this hearinﬁ. I appreciate our pan-
elists taking the time to share their thoughts and views of how private investment
could affect Social Security. I am aware that there are many different viewpoints
concerning how we should reform the program. I remain confident, however, that
some form of investment in the stock market will be able to restore long-term sol-
vency to the Social Security program in a way that is fair and equitable to all retir-
ees, both current and future.

PREPARED STATEMENT OF SENATOR RICHARD C. SHELBY

Good Afternoon. I want to thank Chairman Grassley for holdinﬁ this hearing re-
garding such an important federal program. The latest report by the Social Security .
system’s Board of Trustees provided new evidence of the program’s growing finan-
cial problems. According to the trustecs, Social Security will be insolvent by 2029,
one year earlier than predicted in the previous year’s report. This is the eighth time
in the last 10 years that the projected insolvency date has been brought closer.

Like many members of Congress, I am still reviewing the numerous reform op-
tions. Many proposals include provisions that would allow for the investment of the
Social Security trust fund in the stock market. Others propose to allow individuals
to set up a personal account, much like the corporate 401(k) account, and place
some portion of their payroll taxes into market based investments. Given the recent
performance of the stock market, the prospect of investing in stocks clearly provides
an attractive option to bolster the solvency of the program. We have seen the popu-
larity and success of private 401(k) retirement. plans, and although I do not mow
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whether we should emulate them exactly, I think we clearly need to look at them
closely, and to keep all of our options open.

owever, one option 1 will not consigeer is tax increases. Since the Social Security
F}a‘yroll tax was first levied in 1937, Congress has raised it more than twenty times.

e payroll tax has grown from 2 percent to 15.3 percent. Yet, this has not solved
any of the long term problems witﬂethe underlying structure of the system. If no
other policy changes are made, payroll taxes must increase to 24.6 percent by 2030
to support program.

Although 2030 seems like a long time from now, we can not wait any longer to
correct the structural problems of the system. The program actually will begin to
pay out more money than it receives by 2012 due to tire drain placed on it from
the retirement of the baby boom generation. The longer we wait to reverse this
trend, the more the financial integrity of the program will be compromised. The -
emerging budget surplus offers an opportunity to save the Social Security system
not only for current retirees, but for tﬁeir children and grandchildren. Therefore, we
must have the courage to act now to protect our senior citizens and save the pro-

am for the generations to come. I want to thank Chairman Grassley again for

olding this hearing and I look forward to working with my colleagues in a bi-par-
tisan way to restore solvency to the Social Security system.

The CHAIRMAN. Our first witness will be Barbara Bovbjerg. She
is Associate Director of Income Security Issues at the General Ac-
counting Office. In that capacity, she oversees work on retirement
income 1ssues, including Social Security and private retirement in-
come. She will present the findings of the GAO report and the im-
plications of government investment of the trust fund money in the
stock market.

Following her report, we are immediately going to go to Bruce
MacLaury. He is trustee of the Committee for Economic Develop-
ment and headed their Subcommittee on Social Security Reform.
He is also the former President of the Brookings Institution. We
then have Alicia Munnell, former member of President Clinton’s
Council on Economic Advisors. Before serving as an advisor to
President Clinton, she served as an assistant secretary at the De-
{)artment of Treasury. She is currently a professor at Boston Col-
ege.

We will start with you and then we will have questioning after
we get done with the three presentations. You will not have to ask
to have your entire statement printed in the record. It will be, un-
less you tell us to the contrary, and we would ask you to summa-
rize. Thank you. Proceed.

STATEMENT OF BARBARA BOVBJERG, ASSOCIATE DIRECTOR,
INCOME SECURITY ISSUES, GENERAL ACCOUNTING OFFICE,
WASHINGTON, DC

Ms. BovBJERG. Thank you very much. Mr. Chairman, members
of the committee, I am pleased to be here to discuss stock investing
for the Social Security program. Although the report we are issuing
to the committee today addresses only the questions raised by in-
vesting government funds in the stock market, your staff asked me
also to touch upon issues pertaining to investing individually-
owned accounts.

I would like to focus on three aspects of such investment. First,
the risks and returns. Second, implications for the Federal budget
and the economy. Finally, the issue of government influence.

First, risks and returns. Our work suggests that stock market in-
vestment would indeed extend the period of solvency, although
even an aggressive investment policy might extend it by only a dec-
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ade. Other changes to the program would be necessary to assure
long-term solvency and avoid having to sell the portfolio to pay
benefits.

But the only way for the trust funds to earn these higher returns
is to take on higher risk. Stock returns fluctuate substantially from
year to year. Hence, there is no guarantee that investing in the
market, even over two or three decades, will yield the returns re-
cent experience would suggest. Further, although stock returns
usually exceed those of government securities, this experience var-
ies from year to year, as well.

Under government stock ownership, both the risks and the re-
turns would be shared collectively by taxpayers. Hence, fluctua-
tions in market value would not themselves affect individual par-
ticipants’ retirement benefits. In contrast, individual account sys-
tems would pass both the returns and the risks to the individual
owners. Some of the risk would be mitigated in the proposals that
constrain individual investment choices.

But under all these proposals, individuals’ retirement income
would vary with the success of their investments, and further, be-
cause the social insurance aspects of Social Security would be re-
duced, individuals would, to some extent, also bear risks of early
death, for example, that are insured today. In other words, some
could do very well in such a system, but others might not.

Now I would like to turn to the second aspect, implications for
the budget and the economy. Although over the long term, budget
effects could largely be neutral, in t%e short term,%)udget results
would be alterec%. If Social Security surpluses were to be invested
in the stock market, the funds invested would no longer be avail-
able to the Treasury, as they are today, to finance other govern-
ment spending. This would increase a unified budget deficit, or de-
crease a unified surplus. If this change brought the government
into deficit, the Treasury would have to borrow more from the pub-
lic to make up the difference unless policy makers chose to reduce
spending or raise revenue instead. For individual accounts, the
budget impact would be similar; to the extent that payroll taxes
are redirected into private accounts.

As for the economy, stock investing would not directly affect sav-
ing, a fundamental precursor to economic growth. Although new in-
vestment would ad<f money to the markets, the additional Federal
borrowing would absorb capital, offsetting the investment. This ex-
change would constitute an asset shuffle among investors, and as
a consequence, changing the investment strategy without raising
additional funds would have no significant impact on saving, re-
gardless of ownership.

Finally, government influence in the stock market could be miti-
%ated by use of passively managed, broadly indexed investment

unds, but the possibility could never be eliminated, as it could be
with individual accounts.

In summary, simply shifting Social Security assets to the stock
market, regardless of ownership, has the potential to increase re-
turns to the program. However, such a change also increases risk
and has no direct effect on national saving. Although stock invest-
ing could indeed delay trust fund exhaustion, clearly it cannot fix
Social Security by itself. Restoring the program’s long-term sol-
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vency will still require difficult choices about benefit cuts and tax
increases. Even if such investing is combined with other changes
to restore solvency, such a policy would still benefit from attention
to the inherent risks, how the risks are distributed, and how strong
a safety net remains. ‘

That concludes my remarks, Mr. Chairman,

[The prepared statement of Ms. Bovbjerg follows:]
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Mr. Chairman and Members of the Committee:

Thank you for inviting me to speak about the implications of stock investing for the
Social Security program. Social Security faces a long-term financing shortfall-by 2029, it
will only be able to pay about 75 percent of promised benefits. In order to address this
shortfall, investing in the stock market has been proposed along with other reform
options. Stock investing could potentially imp: ove the investment earnings on retirement
funds. Some reform proposals would fundamentally alter Social Security's structure to
allow individuals to invest on their own behalf. Others would maintain the current
program structure, permitting the government to invest some of Social Security's funds in
the stock market. Regardless of ownership, investing in stocks or other assets outside of

the government would be a new concept for Social Security.

You asked me to discuss the government stock investing option, the subject of a report
we just completed for you.! More specifically, I would like to focus my remarks on (1)
the implications of government stock investing for the Social Security trust fund,? (2) the
impact of stock investing on the federal budget and national saving, and (3)
implementation issues related to selecting and managing a stock portfolio that could

affect the degree of government involvement in corporate affairs. Throughout this

JQVEernmen LOCK_Inve g for the Iru
Fund, the Federal Budget, and the Economy, (GAO/AIMD/HEHS-98-74, April 22, 1998).
*The Social Security trust fund consists of two separate accounts: Old-Age and Survivors'

Insurance (OASI) which funds retirement and survivor benefits and Disability Insurance
(DD) which provides benefits to disabled workers and their families.
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discussion, I.will also touch upon important ways in which the government stock

investing approach contrasts with the alternative of individual accounts.

Our report on government stock investing did not address any specific Social Security
reform proposals. Instead, as discussed .with Committee staff, we studied changing trust
fund investment policy in isolation from any other program changes in Social Security.
Although my testimony is based primarily on our report oa govemment stock investing, it

also draws on other work we have done on Social Security reform and budget issues.®

In summary, government stock investing is a complex proposal that has potential
consequences for Social Security, the federal budget, and national saving. It also differs

in key ways from proposals to establish individual accounts.

For the Social Security trust fund, government stock investing offers the prospect of
higher retums but, by itself, is unlikely to solve the program's long-term financial
imbalance, and it would be accompanied by greater risk. The key distinction between
stock investing through the government and through individual accounts is that, under
government stock investing, the risks and returns would be shared collectively through
the government rather than borne individually. More generally, individual accounts
proposals would alter Social Security’s current structure and scale back the income

redistribution aspect of the current program.

34 list of related GAO products appears at the end of this statement.
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From a budget perspective, shifting a pom'on/ of trust fund assets into the stock market
would raise deficits or diminish surpluses in the short term bu-t would not significantly
affect national saving. While government stock investing by itself has nodirect effect on
saving, it indirectly could prompt actions to raise saving by revealing the size of federal

deficits excluding Social Security's temporary surpluses.

Implementing a government stock investing proposal would raise issi.es about stock
selection, administrative costs, and shareholder voting rights that, conceptually, do not
pose major obstacles. However, some of these issues could raise concerns about

increased government influence over the private sector.

BACKGROUND

The Social Security system is largely a pay-as-you-go system under which each current
working generation pays for the benefits of the retired generation. Under a pure pay-as-
you-go system, annual tax revenues roughly match each year's benefits, while allowing for
a contingency reserve to weather ;hort—tenn economic downturns. However, as a result

of previous financing reforms, Social Security currently receives more cash revenue each
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year than it needs to pay current benefits, which is building up the.trust fund's balance

beyond the amount needed as a contingency reserve.*

By law, the Social Security trust fund currently invests solely in U.S. government
securities—a policy that dates back to the program's origin in 1935 and is intende<-! to
ensure the safety of the trust fund's assets. Interest on the trust fund's Treasury
securities is credited in the form of additional securities which add to the tus: fund's
balance available to finance future benefits. By 2012, Social Security's annual tax
revenues are expected to be insufficient to cover its benefit payments. To cover the cash
shortfall, the trust fund will begin drawing on the Treasury, first relying on its interest -
income and eventually' drawing down its assets. The Treasury will need to raise the
required cash through some combination of borrowing from the. public’, spending cuts in.

other federal programs, or revenue increases.

A number of Social Security reform ‘proposals would make the trust fund buildup even -
larger and other proposals. would create individual accounts-that would also-build up the-

size of retirement funds. The prospect of building up retirement funds has-brought -

“In our work we relled on data and actuana.l projecnons from MMMD_Q&_QI

mmg_mms We used t.he mtermedute assumpuons whlch reﬂect t.he Board
of Trustees' best estimate. . Due to the inherent uncertainty surrounding long-term
projections, the Trustees! report also includes two other sets of assumptions, a high cost:
and a low cost alternative.

5If the unified budget were in surplus, then.financing:.the excess benefits would require -
less debt redemption, rather than.increased.borrowing:" ... .

4
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increased attention to stock market investing. On either publicly or privately held
retirement funds, potentially higher investment earnings could help provide retirement
income and complement other Social Security reforms. The larger the retirement funds,
the more investment earnings they would have and the more the rate of return on
investments matters. Under current policy, the buildup occurring in Social Security is
relatively small in comparison to the program's expected mm costs; therefore the rate

of return received on investments has been less important.

To assess the implications of changes in investment policy and other reforms, it is
important to understand how Social Security fits within the federal budget. Although the
Social Security trust fund is technically excluded from the budget, its finances contribute
to the government's impact on the economy. Therefore, Social Security is included, along
with all other federal programs, in the commonly used "unified” budget measure. The
unified budget is the means used to measure the government's current draw on financial
markets. However, in considering the long-range implications of federal policies, it is also
useful to consider the impact that Social Security's temporary surplus has on the
government's unified budget. By reducing the Treasury's need to borrow from the public
to finance government spending, Social Security's current cash surplus partially offsets

the deficit in the rest of the government's accounts.®

*Interest credited on the trust fund's Treasury securities has no current effect on the unified
federal deficit because it is a payment from one part of the government to another part.

5
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Social Security has an important influence on the government's overall fiscal position,
which, in turn, affects national saving, a key determinant of loi\g-term economic growth.’
Raising saving and investment levels above today's relatively low levels would irnprdve
the long-term productivity of the economy, thereby boosting economic growth. A more
robust economy would make it easier for future workers to meet the dual challenges of
paying for the baby boomers' retirement and achieving a rising standard of living for

themselves.

Social Security reform proposals that permit stock investing use one of three basic
approaches. In the first, the government would own and control the Sociai Security trust
fund's investments. In the second, the government would manage individually owned
accounts. Such accounts might resemble the federal employees' Thrift Savings Plan
(TSP). For TSP, Congress established several indexed investment options, and TSP
participants allocate their balances among these options. In the third approach,
individuals could control and manage their own accounts with greater discretion over
how to invest them. These accounts might resemble existing individual retirement

accounts (IRAs).

"National saving is composed of the private saving of individuals and businesses and
saving (surplus) or dissaving (deficit) of all levels of government.

6
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BALANCING RETURNS AND RISKS

Stock investing is one option to increase t.ﬁe trust fund's revenue but, by itself, it-is not
the solution to Social Security's financing problem. Higher investment returns could
extend Social Security's long-range solvency somewhat, but their effectiveness is limited
as long as the program remains largely pay-as-you-go. Also, in exchange for the prospect
of higher retumns, the Social Security trust fund would have to take on greater risk. This
risk/return trade-off would also apply to individual accounts proposals, but it would apply
to each worker individually rather than to all workers collectively as under government

stock investing.

In our report, we developed two scenarios to illustrate potential effects on the trust fund
of investment in the stock market assuming no other program changes. Under our more
aggressive scenario, the trust fuﬁd would invest both its projected annual cash surplus
and interest in the stock market, while maintaining a contingency reserve of special
Treasury securities equal to at least the next year's expected expenditures. Under our
alternative scenario, the trust fund would invest only the cash surplus, and Social
Security's cash deficit, beginning in 2012, would be financed from stock earnings and
sales. At 6ur request, the Social Security Administration's (SSA) Office of the Chief
Actuary simulated the potential outcomes of our two scenarios using the Social Security
Trustees' 1997 intermediate actuarial assumptions and the 1994-1996 Advisory Council on
Social Security's assumptions about stock returns and administrative costs. (See

attachment I for more details.) The results of these simulations illustrate some outcomes
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associated with two investment alternatives; they should not be interpreted as forecasts
and are not intended to represent the full range of possible outcomes for the Social

Security trust fund.

Higher investment returns would allow the trust fund, even without other program
changes, to pay benefits longer before depleting its assets. Under the more aggressive
scenario, assuming the historical average stock return, the trust fund's exhaustion could
possibly be delayed by about a decade, from 2029 to 2040. This potential delay well into
the baby boomers' retirement years would result only from-the Social Security trust fund
investing aggressively in the stock market. The trust fund would invest more than 70
percent of its assets'in the stock market, which would be a dramatic shift from investing
solely in Treasury securities: Under the cash surplus scenario, still assuming the
historical average return, the possible delay in the trust fund's exhaustion would be only 3
years. The possible extension of the trust fund's solvehcy resulting from any stock
investment scenario would -be significantly shorter if the future stock returns are lower
than the historical average of 7 percent after inflation.® Moreover, if the return on stocks
over the next 20 or 30 years averages less than the expected return on Treasury
securities, the trust fund would be exhausted sooner than in 2029, exacerbating Social

Security's long-term financial imbalance.

8As an illustration, if the future return on stocks is 1 percentage point lower, the delay in
the trust fund's exhaustion under the aggressive scenario would be reduced to only 6
years. The delay under the cash surplus scenario assuming the real return is 1 percentage
point lower would be 2 years.
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The only way for the Social Security trust fiind to earn the higher retumns possible with
stock investing is to take on greater risk. The trust fund woula be particularly vulnerable
to losses in the event of a geneﬂ stock market downturn if stock investing is
implemented in isolation from other program changes. Just as it will have to draw down
its Treasury securities to cover Social Security's cash shortfall, the trust fund will have to
liquidate its stocks to pay benefits. Riding out a stock market downturn could be difficult
for the trust fund as it faces growing numbers of retirees. Thé more the trust fund is
counting on stock sales to raise cash, the greater its vulnerability in the event of a general
market downturn. In contrast to our scenarios, reform packages that include stock
investments along with otherAchanges to Social Security typically envision that the Social
Security trust fund would hold its stock portfolio and mainly draw on its stock earnings.
In this context, the trust fund would be less vulnerable to the risk inherent in liquidating

stocks to pay promised benefits.

Caution is warranted in counting on future stock returns in designing Social Security
reform. Historically, returns on stocks have exceede& returns on Treasury securities over
the long term, averaging about 7 percent after inflation. Howevér, an average over nearly
a century obscures the reality that stock returns fluctuate substantially from year to year.
Over the past 70 years or so, stock returns were negative in nearly 1 out of 4 years.
ﬁere is no guarantee that investing in the stock market, even over 2 or 3 decades, will
yield the 10n§-term average return. However, even if futurel stock returns are lower than

the historical average of 7 percent, the conventional wisdom is that stock returns would



28 I

be higher than those on Treasury securities over the long term. How much higher is
uncertain. Indeed, investing in the stock market would not eﬁsure a higher return than
might be possible investing in bonds. The stock market could drop and stay depressed

for a prolonged period of time.

With government stock ownership, the risk and potential returns would be shared
collectively 1.y workers and beneficiaries. As shown in our simulations, any gain would
extend the trust fund's solvency and thus reduce the size of benefit cuts or tax increases
that would otherwise be required. On the other hand, any shortfall might require further
benefit cuts or tax increases. The distribution of any gains or losses across workers and

' beneficiaries would ultimately depend on the structure of the Social Security program and

any changes to it.

For any system of individual accounts, the risk of stock investing would be borne by
those individuals who chose to invest in the stock market. Reform proposals that use
government managed accounts would constrain investment cﬁoices to reduce the risks
that individuals could take a.nd, thereby, could also moderate their returns. ‘In contrast,
under proposals that place few restrictions on investment choices, investors could take
much greater risks and potentially earn greater returns. In either case, individuals would
benefit directly from any higher returns, and their retirement income would vary
depending on their investment decisions and the timing of their.investments. . Some

individuals could do very well under such an approach, but others could experience a

10
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significant drop in their expected retirement income. Those who are reluctant to invest:
in the stock market, such as appears to be the case with lower income individuals, may

not benefit from the potentially higher returns of stock investing.

Focusing on the risks associated with stock investing in isolation ignores a significant
impact that individual accounts proposals would have on other risks individuals would
face. Individual acrownts proposals would fundamentally alter the role of Social Security
as a social insurance program and focus instead on providing a vehicle for retirement
savings. Under a social insurance model, the government tries to help insure adequate
income by largely taking responsibility for a wide variety of risks that individuals face.
They face some risks individually, such as how long they will be able to work, how long
they will live, whether they will be survived by spouses or dependents, and how mu;:h
their lifetime earnings will be. They also face some risks collectively, such as the
performance of the economy and inflation. Social insurance tends to minimize such risks
to individuals. In the process, Social Security redistritutes income in a variety of ways—
for example from high to low earners—-and lowers the rate of return some workers earn
on their retirement contributions. In contrast, under an individual retirement savings
model, individuals could have greater freedom and control over their income and have
more to gain or lose from their own choices but they could face many of these risks

alone.

11
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EFFECTS OF GOVERNMENT STOCK INVESTMENTS
ON THE FEDERAL BUDGET AND NATIONAL SAVING

In the short term, under current budget scoring. rules, government stock investing would
increase reported budget deficits or decrease budget surpluses because stock purchases
would be treated as outlays.* ' Each dollar invested in stocks is a dollar no longer _
available to the Treasury to finance other government spending or reduce debt held by
the public. Depending on how much the trust fund were to invest in stocks, the change
in the reported deficit/surplus could exceed $100 billion annually. If, after accounting for
this effect the government were in deficit, the Treasury would have to borrow more from
the public, unless action were taken to reduce other spending or raise revenues. If,
instead, the government were running a budget surplus, the Treasury would have less
cash available to reduce debt held by the public. To the extent that individual accounts
proposals redirect existing payfoll tax revenues into private accounts, the budgetary

impact would be similar to the impact of government stock investing.

®Stock investing could also prevent a budget surplus from materializing, depending on the
size of any expected surplus and the amount that the Social Security trust fund invests in
stocks. .

1 While stock purchases would be treated as outlays under current budget scoring rules,
such rules could be changed for stock investing. However, such a change would conflict
with the way most other asset purchases are treated in the budget and it would raise
some complicated technical issues. If despite these considerations, stock purchases were
not counted as outlays, stock investing would have no major impact on the reported
budget deficit/surplus.

12

am



31

Over the long term, the impact of government stock investing on reported budget
deficits/surpluses could largel& be neutral. While stock purcha-sw would mean money
flowing out of the government, any stock sales would bring money-into the government.
So, when Social Security begins running cash deficits in the future, it could sell stocks to
finance benefits, rather than drawing on the Treasury.. This approach would result in
smaller future budget deficits or larger future -budget S\;rpluses than under current policy.
This longer-term improvement could offset the near-term deterioration in the :
_deﬁcit/surplus. If stock earnings were to exceed any increase in federal borrowing costs
that might result from a stock investing policy, there could be at least a slight benefit for
the budget. However, any improvement in the government's position would result from
capturing a portion of stock returns that would otherwise have accrued-to private.

investors.

The long-term impact of individual accounts proposals on budget deficits/surpluses would
be different than the impact under government stock investing. Money would flow out of
the government to fund the accounts, but it would not flow back in because the accounts
would be owned by individuals, not the government. . Recognizing this -dynamic, individual ..
accounts proposals typically would reduce the size of the guaranteed benefit provided by
Social Security, which would reduce future government spending. The net outcome on
future deficits/surpluses would depend on the specific provisions of the individual

accounts proposal.

13
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Despite the budget reporting effects, government stock investing would have no
significant impact on national saving. Although any federal borrowing from the public to
finance stock purchases would absorb money from capital markets, the stock investments
themselves would add money to the markets, offsetting the effect of the additional
borrowing. This exchange between the government and the financial markets would
constitute an asset shuffle among investors—~the Social Security trust fund would buy
some stocks from private investors and private investc rs would buy more Treasury
securities from the government. This asset shuffle would likely be accompanied by
changes in bond and stock prices that might, to some extent, undercut the government's
expected gain on stock investments and increase the government's cost of borrowing.
The magnitude and duration of these price changes in the stock and bond markets is

uncertain and could be small.

The fact that government stock investing does not significantly affect saving is important.
It means that any higher returns earned by the Social Security trust fund would be offset
by lower returns eamed by other investors,‘who would hold fewer stocks and more
bonds in their portfolios. A similar result could apply to some individual accounts
proposals. Redirecting a portion of current payroll taxes from the Social Security trust
fund into individual accounts, without any other changes in Social Security benefits or
revenues, would have no appreciable effect on national ‘saving. Some individual investors
would undoubtedly achieve higher returns by investing in the stock market but, without

any additional resources available for investment, others would receive lower returns. In

14
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short, simply altering the ownership of financial assets among investors would not boost

national saving and long-term economic growth..

While stock investing, by itself, does not have a significant effect on national saving, the
higher reported budget deficits or lower surpluses could indirectly lead to fiscal changes
that could boost saving. By reducing the Treasury's available cash, stock investing would
make more visible the underlying condition of the government's finances excluding the
Social Security surplus. Policymakers could react to a higher unified deficit by cutting
spending and/or raising taxes. Such fiscal restraint could contribute to a higher level of
national saving. Or, if instead of contributing to a unified deficit, stock investing were to
reduce an anticipated unified surplus, policymakers might be reluctant to enact tax cuts
or additional spending. In this case, fiscal restraint might not promote higher saving, but

it would avoid policy actions that could cause saving to decline.

Though stock investing could help highlignt the budget shortfall that exists when Social
Security's surplus is excluded, it represents a circuitous way of essentially duplicating an
existing measure-the on-budget deficit" If policymakers wanted to take actions to boost
national saving, they certainly could do so directly by running annual surpluses in the

unified budget and devoting the surplus funds to reducing the level of outstanding debt

The on-budget deficit, which excludes Social Security, is the budget measure that is used
as the basis for the budget controls under the Budget Enforcement Act. However, it is
not as commonly used as the unified budget measure, which best reflects the current
impact of federal finances on the economy.

15
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held by the public. If the govemment ran a unified budget surplus equal to Social
Security's cash surplus, the Treasury would no longer need to rely on Social Security
revenues to finance federal spending on other activities. While attaining and sustaining
surpluses could prove extremely challenging, such a policy would strengthen the fiscal
position of the government and, by promoting higher saving, better position the economy

to handle the baby boomers' retirement costs.

Covemment stock ownership, and to a lesser extent government management of
‘individual accounts, would raise certain implementation issues, the most significant of
which are stock selection and shareholder voting rights. Concéptually, these issues do
not pose major obstacles. However, they could prove controversial to resolve because
critics have expressed concern about increased government involvement in financial

markets and corporate affairs.

For stock selection, proponents of government stock investing typically recommend
investing in a broad-based stock index. An indexing approach could reduée (1) the costs
of selecting and managing a stock portfolio, (2) the exposure to some investment risks,
and (3) the likelihood of the government controlling the corporate affairs of individual

companies.

16
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Unlike active investment managers, an index manager generally does not incur high
expenses in the process of doing research and trading individual stocks of companies
with profit potential. As a result, the costs of managing an indexed portfolio tend to be
significantly lower than an actively managed portfolio. Most of the cost of managing an -
index fund is incurred maintaining thousands of individual accounts. In contrast, the
government, as a single investor, would incur negligible costs as a percentage of its
assets. Therefore, investing collectively through the government would result in
significant administrative savings compared to investing through individual accounts.”
However, individual accounts' proponents argue that administrative costs would be

consistent with the costs of existing private retirement investment accounts. . .

Given that a broad-based indexed portfolio would represent many different sectors of the -
economy and individual companies, the risk is greatly reduced that any loss related to an
individual firm or group of companies would greatly affect the overall performance of the

government's portfolio. However, stock index investing would be riskier than the -

government's current investment in special Treasury securities. Indexing across the stock - .

market does not reduce the government's risk of loss in the event:of a general stock -

market downturn.

2For its analysis, the Advisory Council assumed that the annual. costs for government
stock investments would be only one-half of a basis point of total assets. For individual
accounts proposals, the Advisory Council assumed administrative costs of 10.5 basis
points for accounts that would be centrally managed by the government and 100 basis
points for accounts that would be set up by individuals through private financial -
institutions.

17



36

A broad-based indexing strategy would reduce the possibility of owning a significant
percentage of the stocks of an individual company, thereby reducing the likelihood of
influencing its corporate affairs. However, indexing does not eliminate the possibility that
there could be pressure for the government to include or exclude companies based on
nonfinancial objectives. Under individual accounts proposals, these pressures would
probably be either less significant or non-existent. Even if government were responsible
for selecting the investment options for individual accounts, it might likely choose widely

recognized indexes like it did for TSP.

The issue of how to handle stock voting rights also must be addressed. Cril:iés of
government stock investing have expressed concemns that the government's right to vote
its sizable number of shares would allow it to influence corporate decisions. To blunt
such concerns, the government's stock voting rights could be restricted by statute, but
any restriction would need to be designed cavefully. For example, simply prohibiting the
government from exercising its voting rights would favor other stockholders or

investment managers by effectively increasing their voting rights.

These issues are somewhat different for individual accounts, depending on the structure
of the accounts. Under a proposal for individual accounts managed centrally through the
government, stock voting would likely be delegated to external investment managers (one
of the options under government stock investing). Concerns about shifting power into

the hands of a few investment managers selected by the government could be diminished

18
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by spreading stock investments among many different managers. Under an alternative
type of individual accounts proposal where individuals are free to invest funds as they

wish, the government would have no influence over stock voting.

OBSERVATIONS

In the report we issued to you today, we looked in detail at investing a portion of Social
Security trust fund assets in the stock market. In contrast, alternative proposals would
allow individuals to invest in the stock market. I would like to conclude with four key
observations about stock investing through the government and through individual

accounts.

First, risk would be shared collectively under government stock investing, but individually
with individual accounts. By the same token, any higher retumns would also be
distributed differently. Under government stock investing, the distribution of returns
among taxpayers and beneficiaries would depend on the structure of the Social Security
program and any changes to it. Under individual accounts, the disn-ibu'n'on of any higher
returns would vary according to each individual's investment choices and outcomes.

Also, the degree of risk and size of potentially higher re_tumg would depend on the range

of investment choices permitted by the government.
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Second, simply shifting assets from the trust fund into the stock market, either through
the government or individual accounts, does not by itself increase national saving. Stock
investing could indirectly prompt actions to raise saving by revealing the size of federal
deficits excluding Social Security's temporary surpluses. However, saving could increase
directly if reforms further build up either public or private retirement funds. Such a
build-up could result from either increasing retirement contributions or decreasing
benefits. However, even then saving would not increase if either the government or

individuals responded by reducing saving elsewhere.

Third, administrative costs for government stock investing would be significantly less than
for individual accounts. Costs as a share of assets are generally greater for smaller
accounts than for larger ones, though stock indexing could reduce costs for both the
government and individuals. Also, proponents of individual accounts believe that the cost
issue does not outweigh the issues associated with the government owning and managing

a sizable stock portfolio.

Fourth, critics of government stock investing have cited its potential to increase
government influence over the private sector. Stock investing by the government could
affect financial markets and raises the issue of how to handle stock voting rights on a
sizable portfolio. Under individual accounts, such concerns would be reduced or
eliminated. - The government would only exert influence to the extent that it defines

individuals' investment options and controls shareholder voting rights.
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On a broader level, individual accounts proposals would fundamentally change Social
Security in ways that are not directly related to permitting stock investment. Some
proposals would substantially reduce the role of Social Security in helping ensure
adequate income, sharing a variety of risks, and redistributing income. Other proposals

would do so to a somewhat lesser degree.

Finally, although stock investing could delay the trust fund's exhaustion, it cannot fix

Social Security by itself. Restoring the program's long-term solvency will still require

difficult choices about benefit cuts and tax increases.
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ATTACHMENT I ATTACHMENT 1

ASSUMPTIONS USED IN ESTIMATING HOW .

HIGHER RETURNS AFFECT THE SOCIAL SECURITY TRUST FUND
For our report on government stock investing,'* we used simulations to illustrate how
changing the investment policy can affect the future outcome for the Social Security trust
fund. Sirulations are useful for comparing alternative investment policies wn.hm a
common framework but should not be interpreted as forecasts given the range of
uncertainty about the amount and timing of any Social Security stock investments as well
as about future stock returns and potential economic changes in response to government
stock investing. While our report discussed potential stock investment alternatives, it did
not suggest any particular course of action, since the choice of the most appropriate

investment policy is a decision to be made by the Congress and the President.

We examined the potential effect of govemment stock investing in isolation from other
changes in the Social Security program. At our request, the Social Security
Adﬁ\ilﬁstration‘s (SSA) Office of the Chief Actuary simulated the potential effect of higher
returns from stock investing on the trust fund using the Social Security Trustees' 1997

intermediate assumptions about future program revenues and expenditures as well as

Social Sec i ove ock Investing for the Trus
Fund, the Federal Budget, and the Economy (GAO/AIMD/HEHS-88-74, April 22, 1998).
22
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their demographic and economic assumptions. We did not audit or validate SSA's

actuarial projections.

According to the Trustees' 1997 intermediate estimates, the trust fund expects to collect
roughly $30 billicn more in cash than is needed to pay benefits each year from 1998 until
2008 and continu; to receive some excess cash until 2012. In addition, the interest
credited on the trust fund's special Treasury securities was roughly $40 billion in 1997.
We assumed that the trust fund would continue to hold a contingency reserve of special
Treasury securities equal to at least 100 percent of the next year's expected expenditures,
given that stock prices are highly variable in the short term. Given that the trust fund's
balance now exceeds 150 percent of its annual expenses, we assumed that the Social
Security trust fund could begin investing in the stock market in 1998. Under the Trustees’
intermediate projections, the trust fund does not anticipate that it would need to tap its
investment income and assets for nearly 15 years. By 2012, assuming no other program
changes, Social Security's tax revenue will be insufficient to pay benefits each year, and
the trust fund will have to finance the program's cash deficit by drawing on its investment

income and eventually depleting its assets.

The potential gain from stock investing would depend on what future stock returns are.
In the simulations, we used the historical average real yield on stocks assumed by the

1994-1996 Advisory Council on Social Security ("the Advisory Council”) in estimating
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future stock performance. The 7 percent long-term historical average return on sﬁcks is
4.3 percentage points more than the ultimate 2.7 percent yielﬂ on special Treasury
securities under the Trustee's 1997 intermediate assumptions. In light of the uncertainty
about future stock returns, we also tested a stock return which is 1 percentage point
lower than the historical average. This alternative return is intended only to demonstrate
that stock investment simulation results are sensitive to the rate of return assumed and
;ioes not represent the worst or most likely return outcome for the Social Security trust
fund. We also used the Advisory Council's assumption that the trust fund's annual
administrative costs would be 0.5 basis points.!* Administrative costs would reduce the
spread between the real yields on stocks and Treasury securities by 0.005.° Based on the
Trustees' 1997 intermediate assumption for inflation, the ultimate nominal yield on special
Treasury securities would be 6.29 percent. Thus, the ultimate nominal yields on stocks
would be 10.74 percent (assuming a 7 percent real yield) and 9.70 percent (assuming a 6

percent real yield).

The potential gain from stock investing would also depend on how much the Social
Security trust fund invests in the stock market. We developed two stock investment

scenarios: (1) an aggressive scenario investing both Social Security's future annual cash

A basis point is 1/100 of 1 percentage point, so one-half of a basis point is 0.00005.

“The spread over the real yields on Treasury securities would be 4.295 percent under the 7
percent real stock return assumption and 3.295 percent under the 6 percent assumption.
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surplus and interest in the stock market, while maintaining a contingency men;e of
special Treasury securities equal to at least 100 percent of the next year's expected
expenditures, and (2) a more conservative scenario investing only Social Security's cash
surplus. Under the aggressive scenario, the trust fund - would hold its balance of special
Treasury securities constant as of the beginning of 1998. From 1998 until 2008, all of
Social Secﬁrity's cash surplus and the interest on its special Treasury securities would be
invested in the stock market. Beginning in 2008, the trust fund would need to begin
investing more in Treasury securities to maintain a 100 percent reserve level. Under the
césh surplus scenario, the trust fund would invest in the stock market untl 2012 and then
it would begin drawing onits stock eamings and sales to finance Social Security‘s cash
deficit. In both scenarios, stock earnings are reinvested in the market unless the trust
fund needs cash to pay benefits or to invest in Treasury securities to maintain its

contingency reserve.

Table L1 shows;: under current law and the two stock investment scenarios, the years
when (1) the trust fund would be exhausted, (2) its asset level would fall below 100
percent of expected annual expenditures, and (3) its asset level would fall below 150
percent. 'These simulation results illustrate some outcomes associated with two
altemaﬁve'investment policies. These results should not be interpreted as forecasts and

do not represent the full range of possible outcomes for the Social Security trust fund.
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Table L1:
Trust fund | Assets less than | Assets less than
exhausted | 100 percent of |} 150 percent of
annual outgo annual outgo
Current law 2029 2025 2022
Aggressive scenario
7 percent real yield | 2040 2036 2034
6 percent real yield | 2035 2032 2029
Cash surplus scenario
7 percent real yield | 2032 2028 2026
6 percent real yield | 2031 2027 ' 2025

Source: SSA, Office of the Chief Actuary.
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The CHAIRMAN. Mr. MacLaury.

STATEMENT OF BRUCE MACLAURY, CHAIRMAN, SUBCOMMIT-
TEE ON SOCIAL SECURITY REFORM, COMMITTEE FOR ECO-
NOMIC DEVELOPMENT, WASHINGTON, DC

Mr. MACLAURY. Thank you, Mr. Chairman. Ms. Bovbjerg has set -
a very good example in terms of timing. I hope. I can match that.

The CHAIRMAN. It seemed to me like this first light came on be--
fore 4 minutes were up. I think we were operating with-a lighting
system that was way off, and I think we should have truth in tim-
ing. [Laughter.] _

%Vill somebody check to make sure if it is actually 4 minutes and
then 5 minutes? [Laughter.]

Mr. MACLAURY. As you said, Mr. Chairman, I am appearing be-
fore this committee today as a trustee of the Committee for Eco-
nomic Development. At CED, I was chairman of .a group of trustees
that spent a year studying the Social Security system. A little. more
than a year ago, in February 1997, we issued a policy statement..
called “Fixing Social Security” that discussed its problems, speci-
fied various criteria that ought to be used in thinking about its im-
provement, and described an approach that we, the trustees, felt
was the best one for reform. That statement has been provided to
the committee today.

The specific issue today before this committee, as I understand
it, is the ownership-of private corporate stock by-the Social Security .
trust funds themselves. That was discussed in the CED report, and-
after careful consideration, the CED strongly opposed proposals for. ..
Social Security trust funds as such to invest in stock of private cor- -
porations.

The primary reason for CED’s opposition-is that-Federal Govern-
ment ownership ‘of private- securities involves an undesirable. risk.
of political interference with private business operations through--
investment decisions of the managers or through the exercise of -
stock voting rights..

In addition, we believe that government ownership of private se-
curities is a less desirable approach: for dealing with the Social Se-
curity problems than-for individuals to supplement their retirement
savings through tax-deferred personal savings accounts invested in -
private securities. I want to emphasize the point: the CED is in
favor of supplementing Social Security -by investing in private
fs}oc(}ts, but by individuals rather.than by the Social Security trust
unds.

Advocates of Federal Government ownership of equity securities.
point out that State pension funds have invested in-private securi- ..
ties for many years, but the record of these pension funds indicates -
that they are sometimes used to achieve unrelated political or so-
cial agﬁndas. It is quite clear that some State pension fund man-
agers have become more involved in corporate governance issues
than is needed to satisfy fiduciary responsibilities:

CalPERS, for example, has guidelines that indicate, “Non-finan- -
cial considerations cannot take precedence to pure risk return con-
siderations in the evaluation of investment -criteria.” The guidelines
nevertheless specify voting positions in considerable detail with re-
spect to appointments of corporate boards, corporate capital struc-
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tures, management compensation, and the like. There is no reason
to believe that the Social Security Administration would be able to
avoid those political pressures for investment decisions and how to
vote corporate stock.

It is frequently pointed out that the Thrift Savings Plan, TSP, of
the Federal Employment Retirement System has largely avoided
these kinds of issues by delegating authority to vote its stock to the
fund manager. Success of this policy may be due in part to the TSP
being relatively small and not, therefore, as large a target as Social
Security would very quickly become. In fact, it is worth pointing
out that even TSP was not immune from manipulation, if I may
use that phrase. In late 1995 when Congress refused to raise the
Federal debt limit, Secretary Rubin turned to TSP for help, delay-
ing interest payments to individual accounts and withdrawing
funds from the government securities fund to avoid default on the
national debt.

The objective of investing Social Security trust fund balances in
private securities is to improve the fiscal position of the system.
That is clear. But investing in private securities without other ac-
tions, as Ms. Bovbjerg has pointed out, would only postpone the
need to liquidate fund balances by a few years, perhaps 10 years
at most. Thereafter, Social Security, if it had invested, would have
to disinvest in private securities markets. That might be all right
if private securities markets were on the rise, but if they were fall-
ing, then the need to liquidate private securities as the Social Secu-
rity trust fund as it ran out of balances would further exacerbate
the pressures on the stock market at that time.

More important, although investments in equities could improve
the fiscal position of the Social Security system as such, the Fed-
eral Government’s overall fiscal position would not change. Because
Social Security trust funds, as has been pointed out, would no
longer be available to underwrite the Treasury debt, there would
really only be a switch: an exchange of debt for private stock.

In any case, equity investments in the trust funds would not be
a free lunch for the economy as a whole. The higher returns on eq-
uities would be transferred from private holders to the trust funds.

Let me finish with a word about national saving. In its study,
CED placed great emphasis, in looking at the issues of fixing Social
Security, on the need to take advantage of that fix to increase na-
tional saving at the same time. The proposals for the trust funds
to invest in equity securities will do nothing for increasing national
savings. It is simply a wash. -

Mr. Chairman, I conclude that there are far better proposals for
fixing Social Security than the proposal for the trust fund to invest
in corporate stocks. The proposal put forth by CED, for example,
would simultaneously restore Social Security solvency and raise na-
tional savings, and thereby reduce the burden on future genera-
tions, all without jeopardizing the independence of private indus-

try.
Thank you, Mr. Chairman.
[The prepared statement of Mr. MacLaury follows:]
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Introduction

Thank you Mr. Chairman. My name is Bruce MacLaury. I am President Emeritus
of the Brookings Institution and currently serve as Chairman of the Emergency
Transitional Education Board for the District of Columbia. However, today [ am
appearing before this Committce in my capacity as a Trustce of the Committee for
Economic Development (CED), a research and policy organization whose Trustees are
210 national business and academic leaders.

At CED I was Chairman of a group of Trustees that spent a year studying Social
Security and proposals for reforming the system. In February 1997 we issued a policy
statement, entitled Fixing Social Secirity, that discussed Social Security’s problems,
specified criteria for evaluating proposed changes in the sysiem, and described an
approach to structural reform recommended by CED Trustees. The statement has been
distributed to the Committee today.

The specific issuc now before this Coramittee -- the owncership of private
corporate stock by Social Sccurity irust funds -- was discussed by the CED subcoimmittee
and addressed in our policy statement (pp. 44 io 47). Afier careful consideration. the
CED strongly opposed preposals for the Social Security trust fund to invesi in the
stock of private corporations. The primary reason for CED’s opposition is thai fideral
govermnment ownership of private securities involves an undesirable risk of political
interference with private business operations primarily through invesiment decisions of
fund managers and (he exercise of stock voting rights. In additicn, we believe that
government ownersiip of private securitics is a less desirable approach for deaiing with
the Social Security problem arising from the aging of the American population than for
individuals to supplement their retirement savings through tax-deferred Personal Savings
Accounts invested in private securities.

Corporate Governance

Advocates of federal governnient ownership of equity secunities issued by private
corporations point out that state pension funds have invested in private securities for
many years. But the record of thcse pension funds indicates that they are sometimes used
to achicve an unrelaied political or social agenda. In some cases, these funds have not
been able to avoid political pressures to select investmenis according to criteria other than
the expected return on investments, or to exercise voting rights in a way that is
inconsistent with their fiduciary responsibilities. Such behavior can be damaging not
only to the pension funds themselves but to economic progress more generally, because it
may divert resources away from the mosi productive uses.

It is quite clear that some state government pension fund managers have become
more involved in corporate governance issues than is needed to satisfy their fiduciary
responsibilities. Some states have detailed policies pertaining to the exercise of employee
pension fund voting rights. For example, the California Public Employee’s Retirement
System (CalPERS), which is the largest state employce pension fund, has developed
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comprehensive guidelines on a wide range of governance issues. Although, the
guidclines indicate that *...nonfinancial considerations cannot take precedence to pure
risk/return considerations in the evaluation of investment decisions,” the guidelines
specify voting positions in considerable detai! with respect to appointments to corporate
boards, corporate capital structure, management compensation, and other issues of
corporate governance, including limited involvement in corporate social responsnbllmcs
Should any company not meet CalPERS criteria, the Board is authorized to take action
including “...as a last resort, liquidation of system holdings in the company, if the sale is
consistent with sound investment policy.™ In a number of instances CalPERS, like other
state pensions, has been required by the state lcgisiature to use its power in pursuit of
specific social objectives.3

There is no reason to believe that the Social Security Administration could avoid
politica! picssures in investment decisions and 1 the voting of corporate stock. The
current debates in Congress concerning appropriate public policy toward tobacco
companies offers a glimpse of the possibilities. Indeed, because of its size, special
interests wou!d find the Socia! Security trust fund a more attractive target than state
pensions systems. Limiting equity investments to broad-based indexed funds would not
eliminate the possibility of political interference, as some have suggested. Congress
could simply enact legislation to exclude investments in “inappropriate” activities.
Moreover, managers of indexed funds.might feel a great need to apply pressure on
corporate management when voting stocks, because they could not pursue their fiduciary
goals by aveiding investments in particular stocks included in the index:

It has frequently been pointed out that the Thrifi Savings Plan (TSP) of the
Federal Employee’s Retirement System has Jargely avoided these issues by deiegating
authority to vote its stock to the Fund Manager. The success of this policy may be due to
the fact that the TSP is still a relatively small fund and offers limited investment opiions.
Moreover, it is worth pointing out that the TSP has not been immune from manipulation.
In late 1995, when Congress refused to raise the federal debt limit, Treasury Secretary
Rubin turned to the TSP for help, delaying intcrest payments in individual accounts and
withdrawing funds from the “G Fund” (government securities) to avoid default on the
national debt.

If Social Security invested a significant portion of the trust fund surplus in private
securities, these investments would be extremely large, giving the federal government
effective controlling interest in many private companies. It is hard to believe that some
future Congress would not take advantage of the opportunity to achicve political and
social objectives through these investments. The potential adverse effects could be
severe, given the size of tlic Social Security system.

! See California Public Employee’s Retirement System, “Domestic Proxy Voting Guidelines.” March 17,
1997.
? bid., p.9.

* The point here is not that the ObjCCIIVCS were bad in all cases, but that the potential for abuse is very great.
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Investing in private securities without other actions would only postpone need to
liquidate trust fund balances by a few years. Moreover, if Social Security first invested,
then disinvested, in private equities as would be required, equity markets would be whip-
sawed, at best, and at worst the markets would be devastated if disinvestment occurrcd
during a decline in the market.

Budget

The objeciive of investing Social Security trust fund balances in private securities
is to improve the fiscal position of the system. Based on long-term historical trends, the
return on a stock pertfolic is expected to exceed the return on the Treasury’s special
issues, now held by the trust funds. But, as noted above, a portfolio of corporate stocks
would merely provide temporary relief and postpone bankruptcy." Furthermore, higher
returns are associated with higher risks; there is no gnarantee that the performance of a
stock portfolio -- including a broad-based. indexed poitfolio -- will match past
cxperiencc. '

Morc importanily, although investments in equitics could improve the fiscal
position of the Social Security sysiem, the federal govemment’s overall fiscal position
would not change when looked at from an economic perspective. Because Social
Security surplus funds will no longer be available to finance other spending, the Treasury
would find it necessary to issue additional debt to the public, unless other spendinyg werc
cut or taxes raised. The government (as a whole) weuld be neither richer nor poorer
because it would merely exchange additional public debt for private stock. But with
present budgetary conventions, the purchase of corporate equities by the trust funds
would be recorded as an outlay in the federal budget, which wouid raise the reported
unified budget deficit.® (The unified budget is intended to provide a guide to fuiure
borrowing hy the Treasury). This fact has lcd some to propose a change in budgetary
definitions to discontinue the practice of classifying the purchase of equities as an cutlay.
Cne problem with this idea is that other more questionable “investments” might also be
excluded from outlays, leading to much budgetary mischief.

In any case, equity investments by the Tiust Fund would not be a “free lunch” for
society: the higher returns on equities would be transferred from private holders of
equities fo the Trust Fund. The increased sale of Treasury debt to the public might also
raise interest rates and the cost of public borrowing by the Treasury.

* One estimaie is that a portfolio of 40 percent stocks (by 2015) would reduce the seventy-five year
actuarial deficit by 36 percent.

* In the unified budget, cash payments from government to agents outside of government generally affect
total outlays, but payments between government agencies do not. Thus, the acquisition of corporate stock
would affect outlays, while the distribution of special iszues to Social Security does not affect total outlays.
(The special Treasury issues held in the Social Securiry trust funds are not included in the federal debt held
by the public, though they are included in the gross federal debt).
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National Saving

CED believes that it is critically important that Social Security reform generate a
significant increase in national saving. Increased saving will raise worker productivity,
and a larger economic pie will make it easier for a reduced ratio of future workers to bear
the burden arising from an aging population. This criterion was a very important
consideration in the choice of recommendations contained in Fixing Social Security.

The proposal for Social Security to invest in equities fails to raise saving at all.
The purchase of equities by the Social Security Administration does not in itsc!f affect
the government’s net fiscal position. Nor would it directly affect private saving. Equity
investing would not enlarge the national economic pie.

Conclusion

Mr. Chairman, | conciude that there are far better proposals for fixing Social
Security than the proposal for the trust funds to invest in corporate stocks. The proposal
put forth by CED, for cxample, would simultaneously restore Social Security’s solvency
and raisc national saving and, thereby, reduce the burden on future generations -- all
withoui jeopardizing the independence of private industry.

® Of course, it is possible that govemment investments in equities will induce secondary savings effects -
changes in the behavior elsewhere or in government. But these effects arc quite speculative. Individuals
might even save less if they believe that Social Security benefits are more certain due to the investments in
equities. Government, on the other hand, might cut spending or raise taxes in response to the increased
non-Social Security deficits.
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The CHAIRMAN. Professor Munnell.

STATEMENT OF ALICIA MUNNELL, FORMER MEMBER, COUN-
CIL OF ECONOMIC ADVISORS; PETER F. DRUCKER PROFES-
SOR OF MANAGEMENT SCIENCES, BOSTON COLLEGE, BOS-
TON, MA

Ms. MUNNELL. Chairman Grassley, Senator Breaux, members of
the committee, I am delighted to be here today. I think the ques-
tion of the impact of equity investment on the Social Security trust
gurll’ds is extremely important in the context of the Social Security

ebate.

Although it has taken me some time to come to the conclusion,
I am now convinced that allowing the Social Security trust funds
to invest in equities would be good for participants and would be
good for the Social Security program. Let me make very clear that
this conclusion does not rest on the claim that such a portfolio shift
would increase national saving or investment. Rather, it rests on
the fact that it would allow young people and others with very lit-
tle wealth who are not particularly risk averse to have access to
high return, high risk equity investment, and it would provide that
access, and this is what is important, with the least threat to the
predictability of their retirement income and at the least possible
cost.

Let me just explain how I see the issue before us today. The
question before us today is not how much saving we should do. Ev-
er{one agrees that we should do some prefunding of Social Security
obligations. All three Advisory Council plans and most other pro-
pé)sals involve some buildup of reserves, and this is probably a good
idea.

Moreover, the question before us today is not whether it is desir-
able for government-mandated saving to be invested in equity. All
three Advisory Council proposals and most other proposals rec-
ommend investing in equities in one way or the other.

Rather, the question before us today is, given a buildup in re-
serves and the desire to invest in equities, is it better done through
the Social Security trust funds or through individual accounts? %n
my view, investing in equities through individual accounts has lit-
tle to recommend it. The most extreme version, whereby individ-
uals have their own IRA-type account and can invest in anything
they want, raises the most serious problems.

First, individuals with their own accounts would have to bear the
full risk associated with their stock investments. Their retirement
income would be very uncertain. It would depend completely on
what they bought and when they bought it and when they sold it.

Second, this most extreme IRA-type proposal would be very cost-
ly. The lowest estimate presented by the Social Security Advisory
gouncil is that it would cost one percent of assets each year. Over
an average 40-year work life, that means that total accamulations
would be reduced by 20 percent and benefits would be 20 percent
lower than they would have been without these transactions costs.
Data from the U.K. and from Chile suggests that costs could be
even higher than this minimum estimate.

Third, the most extreme IRA-type approach also would create the
most pressure for individuals to gain access to their accounts for
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medical expenses, education, and other worthy causes. This would
mean that retirees could end up at retirement with inadequate re-
tirement income.

Finally, the IRA-type proposals typically do not require the indi-
viduals to buy annuities. This means that retirees risk outliving
their retirement reserves or living unnecessarily frugal lives in
order to conserve their meager resources.

If the extreme IRA approach is too risky and too costly, then you
might ask, how about the 401(k) or TSP approach? My view is that
equity investment through the 401(k) or Thrift Savings Plan ap-
proach buys you virtually nothing over direct trust fund investment
and costs you more.

First, it would double the cost of today’s Social Security program.
Second, it still involves unpredictability in retirement income.
Third, it creates the same pressure as the extreme version for indi-
viduals to get access to their money before retirement.

For those who are concerned about government involvement, this
approach has the government picking the funds and holding the
money. I do not view this as a particular problem. I am simply say-
ing that this 401(k) approach raises most of the same issues as in-
vestments by the central trust funds themselves.

My view is that investing in equities through the trust funds is
the most sensible strategy. By keeping investments together and
maintaining a defined benefit structure, the Social Security pro-
gram can spread risks across the population and across genera-
tions. In other words, this approach to investing in equities ensures
the most predictability in terms of retirement income.

-Second, pooling investments and eliminating individual choice
keeps transactions and reporting costs to a minimum, ensuring on
average higher net returns on equity investments through the trust
funds than people could gain through individual accounts.

Finally, my view is that critics’ concerns about government inter-
fering in private business could be met by setting up an independ-
ent investment board, investing in a broad index, and delegating
voting rights to fund managers, and I have to admit that my own
reluctance to support equity investment by the trust fund was
based on the experience of State and local funds, where I had been
concerned about managers taking their eyes off the prize of earning
the maximum return. I just do not think that you will see that
same kind of problem at the Federal level. There is just much more
sunshine there. The positive experience of TSP is also very encour-
aging in that light.

In short, investing the trust funds in equities is feasible. I think
that is what the GAO concludes. It is cost effective, and it is desir-
able on economic grounds. Canada is in the process of setting up
a Board for equity investment. I think that it merits serious consid-
eration in the debate about the future of the Social Security pro-
gram. _

Thank you very much.

[The prepared statement of Ms. Munnell follows:]
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Chairman Grassley, Senator Breaux, members of the Committee, 1 am delighted to
have the opportunity to appear before you today to discuss the important topic of the

impact of stock market investment on the Social Security program.

As you know, all three groups on the Social Security Advisory Council proposed
" investing a portion of Social Security funds in equities, albeit through quite different
mechanisms. Thus, the question seems not to be whether it is desirable for government-
mandated retirement saving to be invested in equities but rather whether this should occur
under the auspices of the current defined-benefit Social Security system, or in the context

of one of the individual account arrangements.

It is important to keep in mind that this is not a debate over whether or not to
prefund Social Security obligations. All three Advisory Council plans involve a substantial
buildup of reserves. How much to prefund is an important question. It raises tough issues
of how heavily to burden this generation in order to improve the welfare of future
generations. Undoubtedly eliminating Social Security’s financing gap will produce some
prefunding. But that is not the topic for today’s hearing. The question today assumes
some prefunding and a desire to invest in equities and asks if this is better done in the

central Social Security trust funds or in individual accounts.

My conclusions are as follows:

Investing some portion of Social Security in equities is a good idea.

It allows the young and those with little wealth to have access to the higher returns
afforded by a diversified portfolio.

By spreading risk more widely, it increases the efficiency of capital markets and
reduces the risk premium.

Equity investment through mandatory IRA-type accounts puts retirement income at risk,
would be very costly, and may well not be technically feasible.

The significant investment risk associated with equities would make retirement income
very uncertain, dependent on when individuals buy and sell their stocks.



58

Mandatory IRA-type accounts would be extremely costly. The lowest estimate is 100
basis points per year, which reduces total accumulations over a 40-year work-life
by 20 percent. Data from the United Kingdom and Chile suggest that costs could

be even higher.

Account holders would inevitably pressure Congress for access to these accounts for
worthy purposes such as medical expenses, education etc., leaving retirees with

inadequate retirement income.
In the absence of mandatory annuitization, individuals risk outliving their retirement
reserves or living unnecessarily frugal lives in order to conserve their resources.
Equity investment through 401(k) or Thrift Savings Plan approach buys you nothing and
raises costs.
For those concerned about government involvement, this approach requires that the

government designate appropriate equity funds and retain control of investments

This approach would double the cost of the current Social Security system.

This approach introduces the political risk that individuals will get access to their. funds
before retirement and end up with inadequate retirement income.
This approach introduces unpredictability into retirement income and reduces disability
benefits.
Investing in equities through the Social Security trust funds is the most sensible strategy.

Keeping investments together and maintaining a defined benefit structure enable the-
system to spread risks across the population and over generations, ensuring

predictable retirement incomes.

Pooling investments and eliminating individual choice keeps transaction and reporting
costs to a minimum, ensuring higher net returns on equity investments than .

individual accounts.

Setting up independent investment board, investing in a broad.index, and delegating
voting rights to fund managers should avoid any interference with private sector:

activity.

Let me explain my reasoning behind these conclusions.
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L : ing Social Security Trust Funds in Equiti

Let me make clear from the outset that the case for investing the trust fund in
equities does not rest on the claim that such a portfolio shift would increase saving or
investment in the economy as a whole. To a first approximation higher returns in Social
Security would be offset by lower returns in the rest of the economy. If all we are thlking

about is a portfolio shift, then you might ask, “Why bother?”

The reason that all three groups of the Social Security Advisory Council
recommended equity investment is that they were caught in a dilemma. They were faced
with a system that had drifted out of long-run balance. They were also faced with the fact
that many younger workers and workers in future generations would receive low or even
negative returns on their Social Security. They quickly recognized that any move to close
the financing gap by raising taxes or cutting benefits would only worsen the rate-of-return
calculations. The solution to which all three groups resorted, in one form or another, was
to find a new source of revenue. That new source was the higher expected return on

equity investment.

In my view, allowing government-mandated retirement saving to be invested in
equities is a good idea. Many young people and others with little wealth are not
particularly risk averse, but they have no mechanism for taking advantage of higher-
risk/higher-return equity investment. Those covered by private pension plans and state
and local pensions have their contributions invested in balanced portfolio that includes a
significant equity component. But more than half the work force, primarily the lower
paid, are not covered by supplementary pensions and therefore do not have access to
equity investment. The Social Security program is the only place where they can earn the
higher returns. Broadening Social Security’s investments to include equities would

provide participants with a more appropriate portfolio and allow them to earn higher



returns on their contributions.

From an economist’s perspective, spreading the risk associated with equities more
widely, by adding low-income and young workers to the risk bearing pool, also has
beneficial implications for the economy. Spreading a given amount of risk among more
people increases the efficiency of capital markets and lowers the risk premium. If
borrowers can borrow at lower rates, they will be more willing to undertake risky

investments.

While the economics argue clearly for a diversified portfolio for Social Security,
the question is whether this is better accomplished through the central trust funds or

individual accounts.

To answer this questions requires considering how individuals would be affected

by risks under alternative arrangements, how much would different approaches cost, and

how would people proetct themselves aginst outliving their resources.
Rist .

With regard to risk, it is useful to think of two types of risk that individuals face in
their retirement investments. The first is market risk, which includés both risk of return
during the accumulation phase and interest rate risk associated with the purchase of an
annuity. Many people have done simulations showing how unpredictable people’s
retirement incomes will be if their benefits reflect their individual investment decisions.
One study by Gary Burtless of the Brookings Institution showed that benefits could vary

from 20 percent of pre-retirement earnings to 100 percent of pre-retirement eamings
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depending on when individuals retired. Attempting to eliminate this variation would

require constant tinkering with contribution rates.

Under Social Security’s defined benefit plan, even if the aggregate trust funds were
invested in equities, individuals could avoid most of the risk. They do not have to cash
out their holdings at any particular time and they would receive a defined benefit under the
program. If the market were down temporarily relative to expectations, the trust fund and
investment earnings would be low. But the Social Security trust funds would be quite
large by that time and even a substantial--but temporary drop--in the stock market should
not require a benefit cut or tax increase. In other words, the government should be in a
good position to weather fluctuations by either using some trust fund reserves or

borrowing temporarily.

The discussion so far has assumed that equities continue to earn a real return of
roughly 7 percent and has focused on the implications of variations around that mean.
The second type of risk could be called “equity premium risk"--that is stock market returns
turn out to be lower than those experienced in the past. This is quite possible. But the
issue is whether such a decfine would be more disruptive if equities were held in separate
accounts or in the trust funds. In both cases income would be inadequate to finance future
benefits; the question is who would bear the residual risk. As constructed, individuals
under the individual account proposals would simply have to live with lower benefits. In
contrast, the implication of retaining the current system is that younger workers would be
required to pay higher taxes. In all likelihood neither extreme would emerge in the
political process. The pure market outcome under the individual arrangements would
probably be mitigated by some taxpayer contributions to bolster benefit levels; the defined
benefit commitment would probably be modified by dividing the shortfall between
beneficiaries and workers. No one has the answer to how the economy would respond if

the equity premium declined, and it is unclear whether the possibility of a decline argues

48-319 98-3
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for individual or collective arrangements.

Transaction Costs

A second factor that requires careful consideration when assessing alternative ways
to invest in equities is transaction costs. The Advisory Council estimates that a truly
individual approach would cost 100 basis points per year. A 100-basis point annual
charge reduces total accumulations and benefits by roughly 20 percent over a 40-year
work life. The IOO-basis-point estimate includes the cost of marketing, tracking, and
maintaining the account but does not include brokerage fees. If the individual does not
select an index fund, then transaction costs may be twice as high. Indeed, costs actually
experienced in Chile and the United Kingdom, both of which have systems of individual
accounts, hace been considerably higher than the Advisory Council estimate. The '
comparable cost for investing in equities through the trust fund is estimated to be 1 basis

point a year. This would reduce asset accumulations and benefits by less than 1 percent.

¢ .
The third factor to consider when deciding to invest in equities through the central
trust funds is the question of transforming accumulated reserves into annuities. Without
such a transformation, individuals stand a good chance of out living their savings. But
costs are high in the private annuity market, because of adverse selection: people who
think that they will live for a long time purchase annuities, whereas those with, say, a
serious illness keep their cash. Moreover, the private annuity market would have a hard
time providing inflation adjusted benefits. In contrast, by keeping everyone together and
forcing them to convert their funds to annuity, social security gets around the problem of

adverse selection and is in a good position to provide inflation-adjusted benefits.

Putting together market risk, transaction costs, and annuity considerations

suggests that individuals would almost certainly fare better if equities were held centrally
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in the Social Security trust funds than if they were held in individual accounts.
IIL Is Investing through the Social Security Trust Funds Feasible?

Feasibility involves two issues: the impact of trust fund accumulations on financial

markets and the potential impact of large trust fund investments on the business sector.

Financial Mark
The starting point for answering that question is to determine whether the
investment of Social Security in equities would overwhelm and destabilize the market.
For example, if the trust funds were going to hold 50 percent or more of all equities, this
would eliminate the need for further analysis. On the other hand, if the magnitudes are

manageable, then we need to address other issues.

The Social Security Administration actuaries present estimates of the build-up of
equity holdings under each of the three Advisory Council plans. To determine the impact
on capital markets requires estimating the growth rate of total equity holdings. If the real
value of total equities grew at the rate it grew over the period 1952-95 (5 percent), and if
40 percent of Socia! Security trust fund assets were invested in equities as recommended
under the Maintenance of Benefits plan, then Social Security trust fund holdings would
equal roughly 5 percent of the total market in 2020. (The [A proposal would produce
equity holding of 3 percent and the PSA plan holdings of 11.1 percent.) In other words,
the total equity market is likely to gro